This is the second of three papers investigating the differences between foreign and domestic firms in Colombia.
Introduction
This paper is the second of three papers documenting the results of an investigation into the differences of foreign and domestic firms in Colombia. 1 The objective of the study has been to build a foundation for future research and to generate a general understanding of the topic, rather than to reach any conclusive results. This has been a necessary limitation, to restrict the scope of an otherwise potentially very extensive project. The research has, nevertheless, produced a number of initial results of which some are very interesting. The research is, furthermore, part of a larger project investigating foreign investment flows into Colombia.
The first paper of the two, Foreign and Domestic Firms in Colombia: How Do They
Differ?, 2 studied foreign and domestic firms using data as of 2003. The study used a dataset containing the balance sheets and income statements for some 7,001 firms. The dataset was obtained from the Superintendencia de Sociedades. 3 This study concluded that foreign and domestic firms differ in a number of aspects. Foreign firms tend to have a larger total asset turnover than domestic firms; they are more leveraged than domestic firms; and they tend to have a lower net-profit margin than domestic firms. However, these results were not conclusive. When the dataset was broken down by sector, the results were much less clear. Large differences between different sectors were found, and while foreign firms might do better in some sectors, the situation was the opposite in others.
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The study also looks at the development of firms of different sectors over time, and it is shown that the different sectors have, indeed, developed differently, both in terms of sales and in terms of profitability.
The paper is organised as follows: Chapter 2 introduces and discusses the dataset used for the study. Chapter 3 looks at some general trends and developments during the period.
In chapter 4, the development of foreign and domestic firms is compared, and chapter 5 looks at the development of a number of different sectors during the period studied.
Chapter 6 concludes the paper.
Note that this paper uses the Anglo-Saxon terminology for billions, trillions and so on. 
The Dataset Used for the Study
This chapter defines and discusses the dataset. The sample used for the study is retrieved from a database obtained from the Superintendencia de Sociedades, and this database is described in section 2.1. Section 2.2 continues by discussing how the particular sample used in the study has been retrieved, and section 2.3 and 2.4 divides this dataset into size brackets and ownership categories respectively.
The Superintendencia de Sociedades database
The study carried out here uses a database obtained from the Superintendencia de 5 As defined by Law 590 of 2000. 6 The database for 2001 contained only 6,239 firms due to a change in regulations, which resulted in a drop in the number of firms reporting to the Superintendencia that year. However, the database for 2001 was reconstructed using previous year's data from the 2002 database.
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The database includes information on:
• NIT number (a unique identification number) 7
• Company name
• City and department where registered
• CIIU (the firm's main activity area -one out of 366 activity areas)
• Sector (one out of 66 sectors)
• Balance sheet accounts (Assets, Liabilities, Equity)
• Income statement accounts (Revenues, Expenses, Net profit)
Even if most of the data has been verified by the Superintendencia, errors remain.
8
Considerable time has, therefore, been spent on correcting any such errors, since they could otherwise invalidate the results of the study.
The Dataset Used in the Study
For the purpose of the study, all figures in the database were adjusted by the GDP deflator, to account for inflation. The adjusted figures, therefore, represent constant 2003 pesos. The GDP deflator used is presented in table 2.1.
7 Numero de identificación tributaria. 8 One particular error is that the figures of a number of firms are reported in pesos rather than in thousands of pesos which is the norm. In line with the first part of the study, reported in Rowland (2005a) , a number of firms were excluded from the database. These include micro enterprises, defined as firms with total assets of less than COP 166 million, 9 and firms with total sales of less than COP 83 million, which were regarded as too small as well. The rationale is that only a small fraction of micro enterprises are registered with the Superintenencia de Sociedades. We do, nevertheless, assume that all firms with assets or sales exceeding the above values are registered with the Superintendencia. In line with Rowland (2005a) , firms in liquidation, in concordato, or in restructuring as defined by Law 550, 10 were excluded as well. These are firms generally under financial distress, and can be assumed to have a behaviour significantly different from the rest.
We now cross the databases for the different years, and we define our sample to only include those firms that existed throughout the whole period from 1996 up until 2003.
We then end up with a sample of 3,452 firms.
9 This definition is in accordance with Law 590 of 2000. 10 Firms in concordato are firms in financial distress that are temporarily protected from creditors to give them time to restructure their operations. Concordato was in 2000 replaced by Law 550, which is a more elaborated legal framework. Law 550 has many similarities with Chapter 11 in the United States.
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Firms by Size
In line with Rowland (2005a) , the firms have been divided into size brackets. This division is based on total assets in 1996. 11 These size brackets are defined by table 2.2. Note: The definitions here are the same as used in Rowland (2005a) , where the Largest 100 size bracket was defined to include the largest 100 firms in the dataset. In the sample used here, this size bracket will include less than 100 firms. Large firms have been defined to have a cut-off point ten times the size of major firms. Micro, small, medium-sized and major firms are defined according to Law 590 of 2000. Micro enterprises are excluded from the sample used. 
Foreign and Domestic Firms in the Dataset
We will, furthermore, for the purpose of the study, divide the firms in the sample into firms where foreigners, i.e. foreign individuals or companies, have a majority stake, where foreigners have a minority stake, and firms that are fully owned by Colombians.
13 Table 2 .4 presents the firms in our sample divided into these three categories, and table 2.5 divides the firms in these three categories into size brackets. What should be emphasised is that, in the sample, there are only 17 small and medium-sized firms that are foreign-minority owned, and in the size bracket Largest 100, only 12 are foreignminority owned. This might be too little to draw any definite conclusions for these categories of firms.
As in the case of the division of the firms into size brackets, we use the initial year of 1996 to determine to which ownership category a firm belongs. We will, consequently, compare the development of firms with foreign participation in 1996 to those without, irrespective of whether there have been changes in the ownership structure during the time period studied.
12 In Spanish, these are referred to as empresas pequeñas y medianas or PYMEs. 13 Foreign majority-owned firms are, consequently, firms where foreigners hold 50 percent or more of the equity. Foreign minority-owned firms are firms where foreigners hold less than 50 percent of the equity. The latter can also be classified as joint ventures. Data on foreign participation is reported in one of the annexes of the database of the Superintendencia de Sociedades. 
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General Trends and Developments
We will in this chapter look at some overall trends and developments between 1996 and 2003 in the Colombian economy as well as in the corporate sector. However, first we will define some financial ratios that we will use in the analysis. This is done in section 3.1. Section 3.2 then looks at some general trends and developments.
Financial Ratios: Some Definitions
For the purpose of analysing how domestic and foreign firms differ in their structure and profitability, we will use a number of financial ratios, and we will analyse how these have developed over time. To start with, we will here define and explain these ratios. 14 Box 3.1 defines some basic accounting concepts which might be useful for those not familiar with accounting in general.
Leverage is here defined as liabilities to total capital, which is calculated by dividing liabilities by total assets. 15 We will here use two different ratios to measure leverage, long-term liabilities to total capital as well as total liabilities to total capital. Firms in Europe and the U.S. normally use long-term bank debt to finance their operations, and in such a case, long-term liabilities to total assets might be a preferable measure of leverage.
However, many Colombian firms have no or only limited access to bank loans at reasonable rates and, therefore, prefer to finance themselves through short-term liabilities. So, in Colombia, total liabilities to total assets might be a better leverage measure. A firm that is more leveraged is, moreover, a riskier investment. However, even if a low leverage might indicate that the owners or the management of the firm are risk avert, it might also indicate that the firm does not have access to debt financing at reasonable terms.
14 See also White, Sondhi and Fried (1998) . 15 Note that total liabilities plus equity by definition equals total capital, which equals total assets.
Box 3.1. Some basic accounting concepts
The Balance Sheet
The Balance Sheet presents the financial position of a company at a given point in time. It is comprised of three parts: Assets, Liabilities, and Equity. The Assets are the resources that the company uses to operate its business, and can be broken down into Liquid Assets, e.g. Cash, and Inventory, and Fixed Assets, e.g. Machinery, and Buildings. In the same way, Liabilities, which are the debts of the company, are normally broken down into Current Liabilities, e.g. Suppliers, and Accounts Payables, and Long-Term Liabilities, e.g. Bank Loans. Equity is the net worth of the company. The Total Capital of the company consists of Total Liabilities plus Equity, and the Total Capital must equal Total Assets for the balance sheet to balance.
The Income Statement
The income statement presents the results of operations of a business over a specified period of time, e.g. one year, and it is composed of Revenues, Expenses and Net Income. Revenues normally arise from the sale of goods or services, but can also arise from, for example, the sale of a business segment or a fixed asset such as an office building or a machine. In such a case it will be classified as a Non-Operating Income. Note: Account names of financial statements are generally initiated with a capital letter.
Simplified Balance Sheet
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We will also study the profitability of firms, and then concentrate on two measures, operations margin and net-profit margin. Operations margin is defined as operating income divided by sales. This provides information about the firm's profitability from the operations of its core business. It excludes the effects of income from asset sales, interest expenses and tax position. Net-profit margin is defined as the firms net profit divided by its sales. Note that these measures can be highly misleading if a firm has sold assets (including subsidiaries) during the year and thereby made large capital gains or losses. We will use the aggregate values of these ratios, which we calculate by dividing the aggregate value of the numerator by the aggregate value of the denominator. 
General Trends and Developments, 1996-2003
In 1999, Colombia experienced its first recession for over 50 years. 17 As shown by figure   3 .1, real GDP contracted by as much as 4.2 percent, and industrial production by an astonishing 13.5 percent. The economy was consequently in a deep crisis. We are in this This is explained by the fact that a few of the largest companies that year reported large non-operating incomes. 
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We will now continue by comparing the developments of foreign and domestic firms during the period studied. Some overall trends and developments are analysed in section 4.1. Section 4.2 then continues by breaking down the dataset in size brackets and looking at the development of each such bracket. Section 4.3 then looks at the firms in each size bracket divided into domestic firms, foreign minority-owned firms and foreign majorityowned firms.
Foreign and Domestic Firms, 1996-2003
According to the definitions stated in chapter 2, we divide the firms in our dataset in domestic firms, foreign minority-owned firms and foreign majority-owned firms. outperformed. This result does however need to be interpreted with a bit of caution.
Most domestic firms are growing organically, while some foreign firms are growing fast simply because they are expanding their operations in Colombia. Carrefour, a French hypermarket chain which entered Colombia a few years ago, is expanding rapidly, due to an ambitious investment plan for Colombia. That Carrefour is growing much faster than Exito, the main Colombian hypermarket chain, is consequently because of their investment plan, and we cannot draw any conclusion about whether Carrefour is more profitable or more successful than Exito just by studying this parameter. For this reason, foreign majority-owned firms might, indeed, as an aggregated be expected to grow faster than domestic firms.
The developments of the operations margin and the net-profit margin in aggregate terms are illustrated in figure 4.3 and 4.4 respectively. Foreign majority-owned firms have during the period seen a stronger growth both in operations margins and net-profit margins than domestic firms. For foreign minority-owned firms, the volatility is much higher than for the other two categories, and the results are inconclusive.
As shown by figure 4.3, the operating margin of the firms does, however, not seem to have been directly hit by the 1999 crisis, apart from maybe at foreign minority-owned firms. Foreign majority-owned firms, on the other hand, saw a sharp increase in their operating margin in 1999. It should, nevertheless, be emphasised that the operations margin measures the operating income in relation to sales. The aggregate operating income in absolute terms, were quite seriously hit in both domestic and foreign minorityowned firms, where it fell by some 8.7 percent and 27.0 percent respectively. Foreign majority-owned firms, on the other hand, saw a strong growth in operating income. Figure 4 .4, which graphs the net-profit margin, tells a quite different story. According to this figure, all three groups of firms were hit by the crisis in 1999. However, domestic and foreign minority-owned firms were much more seriously hit than foreign majorityowned firms, which as an aggregate only saw a slowdown in profit growth, rather than a steep fall in profits. 
Firms by Size
In this section we break down the dataset in the size brackets defined earlier, and we look at how the ratios have developed for firms of different sizes. In the next section we continue to investigate the three ownership categories, and how firms of different size performed in each of these. 
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It is also apparent from figure 4.8, that for the whole period 1996-2003, the largest 100 firms were the ones that saw their sales grow fastest on average throughout the period. In 2003, their aggregate sales volume stood 31.3 percent above its 1996 value in real terms.
These were followed by SMEs, whose sales volume stood 28.6 percent above its 1996
value. The corresponding increases for major and large companies were 23.1 percent and 12.3 percent respectively.
The development of the operations margin and the net-profit margin is shown in figure   4 .9 and 4.10 on the following page. It is obvious from the figures, that none of the size brackets saw their operations margin severely affected by the crisis, while their net-profit margins were visibly influenced. It is also apparent from figure 4.10, that net profits fell sharply already in 1998 for firms in the largest-100 category, which accompanies the fall in aggregate sales these firms experienced that year, as shown by figure 4.7 earlier.
Profitability margins are not directly comparable between firms of different sectors, which will be discussed in the next chapter. It is, therefore, not possible to say whether firms belonging to the largest 100 are doing better than the rest throughout the period just because they have higher profitability margins, as apparent in figure 4.9 and 4.10. Here we are, instead, studying the development over time of the profitability margins. The sharp increase in operations margin for the largest 100 firms illustrated in figure 4.9 is, on the other hand, interesting. However, whether this indicates that these firms have become more efficient in their operations, or whether it depends on other factors needs further investigation. 12 on the following page shows total liabilities to total assets and long-term liabilities to total assets respectively. As discussed earlier, these two ratios are two possible definitions of leverage. Two interesting things are apparent in these figures: First, according to both these definitions of leverage, the leverage, in aggregate terms, of the largest 100 firms has increased significantly during the period of time studied, while the leverage of the other three size categories has shown a tendency to decrease. Second, the largest 100 firms have a lower total-assets-to-total-liabilities ratio than the others, standing at 0.33 in 2003. These firms are followed by major and large firms, with a corresponding value of around 0.40, and SMEs at 0.46. For the long-termassets-to-total-liabilities ratio, the situation is exactly the opposite. The largest 100 firms had the highest ratio at 0.17, followed by large firms, major firms, and SMEs at 0.10, 0.08 and 0.07 respectively. This suggests that larger firms rely more on long-term debt to finance their operations, while smaller firms rely more on short-term debt. This can be explained by the fact that small firms only tend to have limited access to long-term debt in the form of bank loans at reasonable interest rates. 
Firms by Size and Ownership
We now continue by dividing the firms in each size bracket in the three categories domestic firms, foreign minority-owned firms and foreign majority-owned firms. We will study the development of aggregate sales of each of these sub-samples. 18 Figure 4.14 to 4.16 illustrates the development of the aggregate sales for SMEs, major firms, large firms, and the largest 100 firms respectively.
It is obvious from the figures that, with the exception of foreign-majority owned SMEs, all categories of firms seem to have been hit by the crisis of 1999, independent of size or ownership category.
18 During the analysis, the developments of the profitability margins were also studied. However, this did not reveal anything new, and there were no clear differences in the development of the three ownership categories in any of the size-brackets. These results have, therefore, not been reported here. One explanation to the difference in development of sales between domestic and foreignmajority owned firms, and not only SMEs, might be that some foreign firms are growing because their mother company have an ambitious expansion plan for the country, while most domestic firms are growing organically, as discussed earlier in section 4.1. The faster sales growth of foreign majority-owned firms does, consequently, not necessarily imply that these have done better than domestic firms.
A further point, that should be emphasised, is that for foreign minority-owned firms, particularly in the case of SMEs and firms among the largest 100, the samples are too small to draw any conclusive results. There are only 17 foreign minority-owned SMEs in the dataset, and only 12 of the firms in the Largest-100 bracket are foreign minority owned.
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In this chapter, we analyse the firms in our dataset by sector. We will select the 12 sectors that we find the most important, which is discussed in section 5.1. Section 5.2
continues by looking at some trends and developments in these sectors over time. We will not specifically study the developments of foreign and domestic firms in different sectors, but we will discuss this in general terms in section 5.3.
The Firms Divided into Sectors
The database from the Superintendencia de Sociedades divides the firms into 60 different sectors representing different business segments. These are, in fact, numbered 1 to 66
with some numbers missing. Table 5 .1 shows a complete list of these sectors.
Rowland ( If we study foreign firms by sector, we will see that some sectors are dominated by foreign firms, while others are dominated by domestic firms. Of the sectors illustrated in figure 5 .1, investment activities, drinks, retail, and residential construction are dominated by domestic firms, while telecommunications, oil and gas extraction, pipelines, and coal and derivatives are dominated by foreign firms. It is also apparent from the figure, that while investment in some sectors have taken the form of acquisitions or fully-owned green-field investments (i.e. foreign majority ownership), in others joint ventures (i.e.
foreign minority ownership) has been the preferred model. The sector where joint 0 2,000,000 4,000,000 6,000,000 8,000,000 10,000,000
12,000,000 14,000,000
16,000,000
18,000,000 20,000,000
Foreign majority-owned Foreign minority-owned Domestic firms
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ventures have been the norm is investment activities. Other sectors with a large proportion of joint ventures include telecommunications, metal products, and real estate.
Developments and Trends: Selected Sectors
Based on the analysis in Rowland (2005a), we have chosen the 12 sectors we find most important. These sectors have been highlighted in table 5.1. The sectors have been chosen to exclude the sectors oil and gas exploration, pipelines, and coal and derivatives, since these sectors are related to the petroleum and basic minerals industry and are expected to behave very differently from the rest of the sectors. These three sectors are also completely dominated by foreign firms, as shown in figure 5 .1 earlier. The sectors most seriously affected by the crisis seem to have been telecommunications, steel, plastics products, and paper, which all made aggregate losses in 1999.
Telecommunications, and steel were actually loss making throughout most of the period studied. Wholesale also saw its aggregate profits dip into negative territory in 1999. One important point is that these are all aggregate values. Some firms within a sector were certainly doing much worse than others. Another point that should be emphasised is that we have not included firms that are in financial distress in our sample, 20 so the firms we are looking at here are the relatively successful ones. In reality the situation was, consequently, worse than illustrated by these graphs. 
The Problems of Comparing Foreign and Domestic Firms
We will in the particular study presented in this paper not look into the development of foreign and domestic firms in specific sectors. This is an interesting area for future research, and it is a necessity to fully understand the behaviour of and difference between domestic and foreign firms in the country.
We will, however, briefly discuss the potential problem that might arise when comparing firms from different sectors, which we are, indeed, doing in this study. Rowland (2005a) concluded that particular caution has to be taken when carrying out such comparisons, since parameters such as capital intensity, aggregate sales to total assets and profitability margins vary considerably over different sectors. This applies also to other ratios, as discussed in Rowland (2005a) .
The problem of comparing firms of different sectors is, however, much less serious in the research presented here than in that presented in Rowland (2005a) . While Rowland (2005a) directly compared the levels of different ratios, we are here looking at the developments of these ratios over time. We are, consequently, comparing the level of a ratio for a certain group of firms with its historical value rather than with its value for a different group of firms. What we are then analysing is differences in the development over time of different groups of firms. This is the second of three papers investigating the differences between foreign and domestic firms in Colombia. 21 These three studies have been carried out by analysing the balance sheets and income statements of Colombian firms, using a database obtained from the Superintendencia de Sociedades. The objective of these studies has been to build an understanding of the differences in behaviour between foreign and domestic firms in the country. The scope for research in the area is potentially very extensive, and the project has never intended to cover the area completely. However, it aims to act as a foundation for future research in the area.
In this second paper, we have looked at differences in development between foreign and domestic firms between 1996 and 2003. We have only studied those firms that were present throughout the whole period, which resulted in a sample of 3,452 firms. The firms were divided into four size brackets, as well as into three ownership categories, i.e.
foreign majority-owned, foreign minority-owned and domestic firms.
When the development of foreign majority-owned firms was compared to that of domestic firms, it was shown that, in terms of aggregate sales, foreign firms have grown faster than their domestic counterparts. Profit developments have also been more positive for foreign firms than for domestic firms, both in terms of operating margin and net-profit margin. The leverage of foreign firms, measured as total liabilities to total assets, has, furthermore, increased during the period, while that of domestic firms have remained more or less flat. Both foreign majority-owned and domestic firms were hit by the 1999 crisis, even if the latter were much worse affected than the former. Foreign minority-owned firms, on the other hand, were the ones that were worst hit by the crisis, both in terms of sales and in terms of net profits. These firms, furthermore, increased their leverage much more during the period than the other firms. 21 The first part of the study was documented in Rowland(2005a) and the third part in Rowland (2005c) . Note: OMT stands for other means of transportation. Leverage is defined as total liabilities to total assets. CAGR stands for compound annual growth rate. Note: Leverage is defined as total liabilities to total assets. CAGR stands for compound annual growth rate. 
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